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Corporate Profile

Insurance Auto Auctions (“IAA” or the
“Company”) is a leading provider of
customer-valued automobile salvage and
claim services to insurance companies
and other suppliers. The Company uses
a network of 75 salvage centers and
cooperative agreements to provide
services throughout the U.S. market.

To its thousands of suppliers and buyers,
the Company is known for its innovative
methods in streamlining the total loss
vehicle process and in finding ways to
improve net returns to its customers.

About the Cover

The photos on this year’s cover represent the key drivers of
Insurance Auto Auctions’ business over the next several years.
These images represent:

1) Excellent customer service (far left) — demonstrated by a
knowledgeable IAA employee providing face-to-face
service for a customer

2) Live auctions (bottom) — represented by an [AA
auctioneer taking vehicle bids at a live auction in
Los Angeles

3) State-of-the-art technology (far right) — IAA has built
a new IT system over the past two vears, providing
customers with increased visibility and functionality

The top picture, a live auction integrated with an Internet
bidding capability ties these areas together, helping provide
the highest return for IAA's customers. Furthermore, by
giving customers the best service, tools, and methods for
buying salvaged cars, IAA is continuing to build a stronger
foundation for the future. While each of these three
objectives may seem simple at first, IAA's focus on
“Efficiency, Innovation, and Execution” should go a long
way toward exceeding customer expectations and driving
the Company’s long-term success.
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Consolidated Financial Highlights

December 28,  December 29, % Increase

(dollars in thousands) 2003 2002 (Decrease)
REVEIUES ...\ $209,650 $234,197 (10.5)
Earnings from operations . ............ .. ... e 5,065 7426 (31.8)
NELEATNINGS ... oottt e e 2,332 4,008 (41.8)
Basic earnings pershare . ......... ... .20 33 (39.4)
Diluted earnings pershare ........... ... ... . 20 32 (37.5)
Cash and cash equivalents .................. ... ... ... $ 15,486 $ 10,027 544
Working capital ....... ... .. . .. 20,979 23,787 (11.8)
TOMAl ASSEIS . . . oot 287,793 259,650 10.8
Shareholders equity ... ........... 189,086 194,102 (2.6)

Performance Summary
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To
Our
Shareholders

)

P Thomas C. O'Brien
Chief Executive Officer
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The past vear marked a period of continued transition for IAA as we remained focused on completing our
strategic initiatives, The completion of our business process re-engineering project and the exit of under performing
purchase agreement contracts in 2002 allowed us to place a major focus on other key activities in 2003. As a result,
we successfully executed on two major initiatives, the completion of the rollout of our new company-wide IT system
and the expansion of our business. These accomplishments over the last two years have set the stage for enhanced
productivity and profitability in the years ahead.

Despite these major accomplishments, we were disappointed in IAA's financial results during the vear as we
saw an industry-wide trend of lower claims volume on a year-over-year basis. In spite of a difficult environment and
our company-wide focus on completing our new systein rollout, we still reported a profit for the year, demonstrating
the improved flexibility and strength of our operating platform fotlowing the completion of several strategic initia-
tives. Furthermore, we have only realized a portion of the expected positive financial impact of our new IT system
and several acquisitions that occurred during the year, the remainder of which we look forward to realizing in the
vears ahead.

While the past few years have heen challenging, we believe our endeavors have clearly made us stronger
and better equipped to compete over the long term. We are confident we are entering 2004 in a better competitive
position than ever before and continue to hold a very positive outlook for our future. Our customers remain pleased
with the company’s improvements, and we are excited about the additional opportunities we will create for both our
customers and shareholders going forward.

2003 IN REVIEW

Although the broader economy showed slight improvements throughout 2003, it continued to be a difficult
vear for our industry. Much of the auto salvage industry dealt with below average volumes and relatively low used car
prices for a good portion of the year, although both of these areas trended up in the fourth quarter. Combined with
the challenges presented by the rollout of our new IT system and our expansion initiatives, the lower volumes made
2003 a very demanding vear for IAA.

Despite the challenges we've faced in recent quarters, we remain pleased with the improvements we made
to our overall competitive position during the vear. Our focus on executing our key initiatives, even at the risk of
weaker short-term results, demonstrated our confidence in the long-term impact they will have on the business. We
believe that TAA is stronger than it was a year ago due to the improvements we made to our operations and, more
specifically, in the area of customer service. We also believe that our financial results will improve as our initiatives
continue to have a positive impact throughout the organization.

STRATEGIC INITIATIVES

Our underlying goal in 2003 was to make [AA a stronger and more efficient organization by improving our
service offering and creating an operating platform that would drive increased market share and profitability in the
vears ahead. We believed the company had an opportunity to become a more competitive player in the automotive
salvage industry, and these initiatives helped us achieve that. We focused our efforts on two primary areas during the
vear: the installation of the newly developed IT system and the proper allocation of capital throughout the company.
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New System Redesign / Installation

In late 2001, we began developing a new, state-of-the-art enterprise-wide IT system. This system was
designed to deliver better, faster service to our insurance company clients and vehicle buyers, provide superior tools
and applications to the branch operations, and speed up and streamline internal operations. The system was also
designed to improve both our Internet marketing capabilities and the company’s competitive standing within the
industry, while also positioning the company for future growth.

We began implementing the system in our branches in the second half of 2002 and completed the installa-
tion throughout the remainder of our branches in 2003. While the actual implementation took longer than we
initially anticipated, we are pleased with the new system’s positive impact on our operations. The system enables a
smoother integration of new facilities and provides management with increased visibility, allowing us to better
manage our business and to meet individual customer needs.

As we built and implemented our new system over the past couple years, our Internet bidding and Internet
utilization also continued to grow. In the fourth quarter alone, over 30 percent of total gross proceeds were either sold
to or driven by Internet buyers. This represents a significant increase over both the prior quarter and the prior year.
We believe our hybrid approach of combining both live and Internet auction capabilities offers the optimal solution
for both our suppliers and our buyers.

Our CSAToday product also continues to improve as our Internet capabilities grow. This web-based tool,
which allows insurance company customers to view and track their inventory of vehicles and recognize pricing

trends, is now a key component of our service offering. Our customers have been pleased with its improved function-
ality and the greater consistency and reporting capabilities it provides them.

Allocation of Capital

As a public company, our main objective must be to provide solid financial returns for our long-term
shareholders. Therefore, our second major initiative during the year was determining an appropriate allocation of
capital for those areas of the business that we believed would ultimately provide shareholders with the best return
on their investment. During the year, we invested in three primary areas: strategic expansion, the enhancement of
existing facilities, and share buybacks.

Strategic Expansion
Consistent with the strategy that we outlined in last year’s Shareholder Letter, our expansion efforts
continued to center around several goals during 2003, including;
B Looking for organic growth in existing markets where our current facilities are at, or approaching,
capacity;
B Expanding logically into adjacent markets where we can leverage existing relationships and infrastructure;
and

B Evaluating specific markets where we can enter through acquisitions in a cost effective manner.
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IT System

“In late 2001, we developed
a new, state-of-the-art
enlerprise-wide IT system.
This system was designed lo
deliver better, faster service
fo our insurance company.
clients and vebicle buyers,
provide superior tools and
applications to the branch
operations, and speed up
and streamline internal
operations. The system

was also designed fo
improve both our Internet
marketing capabilities

and the Company’s
competitive standing within
the industry, while also
positioning the company
Jor future growth.”
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During 2003, we actively expanded our business, particularly during the first half of the year. In total, we
announced eight new facilities, including new greenfield facilities in Dothan, Alabama and Little Rock, Arkansas and
acquisitions in Buffalo and Rochester, New York; Wilmington, North Carolina; Wichita, Kansas; Orlando, Florida and
Salt Lake City, Utah. These new facilities allowed us to cost effectively increase our capacity and expand our geographic
reach, giving us greater service abilities and a larger national footprint.

Enhancement of Existing Facilities

In addition to opening new facilities through acquisitions and greenfields, improvements to our existing
branches were also necessary to maintain and grow the profitability of our core business. Our enhancements have
included improvements to add capacity, upgrade vehicle inspection centers, and improve yard and office functionality
at existing facilities. We will continue to allocate resources to this initiative in an effort to continually upgrade our
existing locations.

Share Bueybacks

During 2003, we chose to aggressively repurchase shares because of our confidence in the company’s
long-term plan and prospects. Furthermore, we felt this decision best aligned with the management team and the
Board of Directors’ commitment to provide the best return to shareholders. In total, we repurchased approximately
800,000 shares during the year and will evaluate additional share repurchase opportunities as they arise.

FINANCIAL RESULTS

Due to costs associated with our strategic initiatives, particularly the new IT system implementation
and lower-than-average volumes, our year-over-year financial results were down slightly. The following provides a
summary of our financial results for the year ended December 28, 2003:

W Net earnings were $2.3 million, or $0.20 per diluted share, versus net earnings of $4.0 million, or $0.32
per diluted share, for 2002. The primary factors contributing to the lower annual earnings were lower
same-store volumes and higher SG&A expenses, which were primarily related to the new system rollout.

W Revenue for the year was $209.7 million compared with $234.2 million in 2002. The decline in revenues
was primarily due to the company’s continued shift away from vehicles sold under the purchase agree-
ment method and lower volumes on a same-store basis. The purchase agreement method accounted for
six percent of the total vehicles sold during the year versus 10 percent for the prior year and 28 percent
in 2001. Under the purchase agreement method, the entire purchase price of the vehicle is recorded as
revenue, compared to the lower-risk, consignment fee-based arrangements, where only the fees collected
on the sale of the vehicle are recorded as revenue. Fee income in 2003 increased to $169.7 million versus
$162.8 million in 2002.

Although we were not satistied with our 2003 financial results, we were pleased with our ability to remain
profitable during a period in which we absorbed high non-recurring business transformation costs and lower same-
store volumes. Furthermore, we will continue to drive performance through our new IT platform in order to realize
additional positive financial impacts, giving us another area to look forward to in 2004.

Insurance Auto Auctions, Inc.




GOING FORWARD

Over the past few years you have witnessed a significant transformation in the way we do business. While
much of the work related to building our technology and enhancing our existing infrastructure is complete, we are
committed to an ongoing evaluation of our business to make IAA a better and more efficient organization. We will
continue listening to our customers and provide them with the tools and services that they need to more effectively
operate their business. In doing so, we expect our customer service to continue improving throughout the company.
We will also find additional market opportunities that will improve our customer reach and ability to service both
new and existing customers, Going into 2004, the primary areas we plan to address include:

W Competitive Positioning
@ Strategic Expansion
W Leveraging Technology

COMPETITIVE POSITIONING

As we have stated throughout this Shareholder Letter, we believe TAA is better positioned to compete than
ever before. We believe our new enterprise-wide IT system, our revised business processes, and improvements to exist-
ing facilities have given IAA a superior service offering to compete in the future. Furthermore, our recent expansion
activities have allowed us to gain customers in new markets and better service current customers in existing markets.

In addition, we are committed to having live, on-site auctions throughout our national network of
branches. While we are fully confident in our technology and improved Internet capabilities, we are committed to
meeting the needs of our customers who expressed a desire to maintain an on-site auction service. Ultimately, we
believe this combination of live and Internet-based bidding will generate the highest returns for our customers. By
maintaining this operating flexibility and dedication to the customer, we believe we have enhanced our competitive
advantage going forward.

Our underlying competitive strategy is to support a more efficient auction methodology by leveraging
our suite of value-added services. Our offerings include live auctions and an integrated Internet bidding platform,
which help provide the highest return for our customers across a broad mix of vehicle classes.

STRATEGIC EXPANSION

Now that the new system and business processes are firmly in place, we are able to open new branches
much more quickly and efficiently than ever before. The eight new branches we added in 2003 brought our branch
total to 74 at year-end. In recent years we increased this total aggressively, adding four new locations in 2002, seven
new branches in 2001, and six new locations in 2000.

Our expansion goal continues to be adding anywhere from six to 10 new branches per year, made up of a
combination of acquisitions and greenfields. Our new facilities are subject to the availability of expansion opportuni-
ties that exceed our criteria for return on investment. Our overall company goal is the same: to have a presence in
the top 75 national markets in the next several years, and our expansion efforts in 2003 put us on target to achieving
this goal. With the new system and business processes in place and a continued focus on strategic expansion, IAA is
clearly positioned to become an even stronger national player in the year ahead.

Enhancement of
Facilities

“In addition to opening
new facilities through
acquisitions and
greenfields, improvements
fo our existing branches
were also necessary to
maintain and grow

the profitability of our
core business. Our
enhancements have
included improvements to
add capacity, upgrade
vebicle inspection centers,
and improve yard and
office functionality at
existing facilities.”
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Commitment
to Live
§ Auctions

“While we are fully
confident in our technology
and improved Inlernet
capabilities, we are
committed to meeting

the needs of our customers
who expressed a desire

to maintain an on-site
atiction service. By
maintaining this operating
Jflexibility and dedication
to the customer, we believe
we have enhanced our

competitive advantage
going forward,”
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Also, as promised, we will Jook to grow organically by continuing to invest in our existing facilities this
vear, making them more appealing for our current and potential customers. We have committed a total of $40
million toward this initiative over a four-vear period, beginning in 2002. We will continue to invest in our existing
facilities in 2004 and 2005.

LEVERAGING TECHNOLOGY

Although we have already made a significant financial commitment to develop and implement a state-of-
the-art technological infrastructure, the ultimate key to our success will result from how well we leverage that
technology to improve our customers’ experience working with IAA. Therefore, after implementing the system in all
of our branches during the vear, we moved into Phase Two of the new system initiative. This next generation of the
system is focused on additional operating efficiencies, such as the implementation of real-time bidding, enhanced
EDI interfaces, and a variety of other services that insurance customers have requested. It will leverage the infrastruc-
ture and technology platform that have already been put in place, ensuring there will be enhanced services with a
modest investment of capital. In order to help make sure this phase of the program goes smoothly, we hired John
Nordin as CIO in November. John has more than 25 years of IT systems development and implementation experience
and his hiring demonstrates our strong, long-term commitment to improving our technological capabilities
throughout the organization.

Our systems will provide us with information and reports that will help us manage our operations and,
thus, satisfy our customers’ needs. Also, we recognize the importance of our Internet initiative toward generating
additional buying activity as well as the continued improvements it will create in our service offering for our insur-
ance company suppliers. In 2003, we saw dramatic improvemnent in this area and we expect the momentum to
continue in the years ahead as more and more buyers realize the expanded reach and strength of our new Internet
platform. We will also focus on making additional enhancements to our CSAToday tool, giving our management
team and our customers increased visibility and tracking capabilities.

CONCLUSION

The transformation of IAA over the past few years demonstrates our commitment to serving the needs of
our customers and increasing shareholder value. Following the vast improvement in our sales contract mix and the
increased efficiencies obtained from our new business processes in 2002, we took the next step in our evolution by
developing a new IT system and rolling it out over the past vear. By completing these initiatives, IAA is poised to
expand further into both new and existing markets without the high entry costs we have incurred in years past.

We strongly believe in the long-term future of IAA and know that we are in a much better competitive
position than ever before. Our high level of customer service and top-notch technology platform has set us apart from
the competition, as evidenced by the new business we won in late 2003 and early 2004.

We would also like to thank our customers and shareholders for their continued loyalty and commitment
to [AA. We look forward to sharing with you our financial and operational success in the years ahead.

" Wi O%hon

Thomas C. O’'Brien
Chief Executive Officer
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Selected Financial Data

The tables below summarize the selected consolidated financial data of the Company as of and for each of the last five fiscal years. This
selected financial information should be read in conjunction with the Company’s Consolidated Financial Statements and Notes thereto and
“Management’s Discussion and Analysis of Financial Condition and Results of Operations” included elsewhere in this Report. The statement of
earnings data for 2003, 2002 and 2001 and the balance sheet data as of December 28, 2003 and December 29, 2002 below have been derived from
the Company’s Consolidated Financial Statements included elsewhere herein that have been audited by KPMG LLP, independent certified public
accountants, whose report is also included herein. The statement of earnings data for 1999 and 1998 and the balance sheet data for 2000, 1999
and 1998 are derived from audited consolidated financial statements not included herein.

(in _thousands, except per share amounts) 2003 2002 2001 2000 1999
Selected Statement of Earnings Data:

REVENUE ...\t $209,650 $234,197 $292,990 $333,176 $317,391
Earnings (loss) from operations™ ............... ... ... ... 5,065 7426 (5,209) 17,894 23,904
Net earnings (l0ss) ................. ... 2,332 4,008 (4,360) 10,489 13,705
Earnings (loss) per share —diluted .............. .. ...... ... .20 32 (37) 88 1.18
Weighted average common shares —diluted .................. 11,732 12,531 11,940 11,950 11,623
Selected Balance Sheet Data:

Working capital ........... . .. $ 20,979 $ 23,787 $ 25,286 $ 53,204 $ 46,989
Total @sSets .. ..o 287,793 259,650 278,204 265,707 248,132
Long-term deht, excluding current installments . ... ............ 16,887 59 103 20,141 20,180
Total shareholders' equity .. ............................... $189,086 $194,102 $188,994 $187,741 $175,286

(1) Loss from operations for the fiscal year 2001 includes the following resiructuring and asset impairment charges: (1) $1.9 million for severance
costs; (2) $2.6 mitlion for abandonment of facilities, including cancellation of a planned headguarters expansion; (3) §1.1 million for reposition-
ing the Company’s lowing operations and other vestructuring charges; (4) the write-down of $1.4 million of unamortized leasehold improvements;
and (5) a $1.0 million write-off of amounts due from the Company’s previous insurance carrier, which was placed in liguidation. Earnings from
operations for the fiscal year 2000 includes $3.0 million resulting from the abandonment or disposal of computer hardware and software,
$1.2 million to cover expenses resulting from a plane crash at a Company facility in California, and other charges of $0.6 million.

Common Stock Information

The Company’s common stock is traded on The Nasdaq National
Market under the symbol [AAL The following table sets forth the
range of high and low sales prices per share for the Company’s
common stock for the periods indicated. At March 1, 2004, the
Company had 392 holders of record of its common stock, approxi-
mately 1,380 beneficial owners and 11,538,299 shares outstanding.

Fiscal 2003 Fiscal 2002
High Low High Low
Fitst Quarter ........................ $17.05 § 8.64 $17.33  $1430
Second Quarter ..................... 14.85 10.94 2238 1653
Third Quarter ....................... 14.80 10.70 2036 14351
Fourth Quarter ...................... 14.85 1095 1835 14.63

The Company has never declared or paid any cash dividends on
its common stock and does not anticipate paying any cash dividends
in the foreseeable future. The Company currently intends to retain

any future earnings to finance the growth and development of its
business. In addition, the Company's financing agreement limits the
Company’s ability to pay cash dividends to no more than 25% of the
Company’s consolidated net income earned over a specified period.
The Company records treasury stock purchases using the cost
method of accounting, In March 2003, the Company repurchased
757,409 shares of its comumon stock at an average price of $9.77 per
share and a total cost of $7.4 million. During the second quarter of
2003, the Company repurchased an additional 49,800 shares at an
average price of §12.27 per share and a total cost of $0.6 million. The
Company did not repurchase any shares during the remainder of the
year. On a year-to-date basis, the Company has repurchased 807,209
shares at an average price of $9.93 per share and a total cost of
$8.0 million.
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Management'’s Discussion and Analysis of Financial Condition and

Results of Operations

The discussion in this section contains forward-looking
statements that are based on the beliefs of the Company’s manage-
ment, as well as assumptions made by, and information currently
available to, management. The Company’s actual results could differ
materially from those discussed or implied herein.

The following discussion and analysis shouid be read in conjunc-
tion with the Selected Financial Data and the consolidated financial
statements and notes thereto appearing elsewhere in this Report.

Overview

Insurance Auto Auctions, Inc. provides insurance companies and
other vehicle suppliers cost-effective salvage processing solutions prin-
cipally on a consignment or purchase agreement method of sale. The
consignment method includes both a percentage of sale and fixed fee
basis. The percentage of sale:consignment method offers potentially
increased profits over fixed fee consignment by providing incentives to
both the Company and the salvage provider to invest in vehicle
enhancements, thereby, maximizing vehicle selling prices. Under the
percentage of sale and fixed fee consignment methods, the vehicle is
not owned by the Company and only the fees associated with process-
ing the vehicle are recorded as revenue. The proceeds from the sale of
the vehicle itself are not included in revenue. Under the purchase
agreement sales method, the vehicle is owned by the Company, and the
proceeds from the sale of the vehicle are recorded as revenue.

The Company’s operating results are subject to fluctuations,
including quarterly fluctuations, that can result from a number of
factors, some of which are imore significant for sales under the
purchase agreement method. Refer to the section “Factors That May
Affect Future Results” for a further discussion of some of the factors
that affect or could affect the Company’s business, operating results
and financial condition.

Acquisitions and New Operations

Since its initial public offering in 1991, the Company has grown
through a series of acquisitions and opening of new sites to include
75 sites as of March 1, 2004. In 2003, the Company acquired branches
in Buffalo and Rochester, New York; Wichita, Kansas; Salt Lake City,
Utah; Wilmington, North Carolina and Orlando, Florida and also
opened new operations in Dothan, Alabama and Little Rock, Arkansas.
In January 2004, the Company opened a new operation in
Tucson, Arizona.
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Results of Operations
Year Ended December 28, 2003 Compared to the Year
Ended December 29, 2002

Revenues decreased 10% to $209.7 million for the vear ended
December 28, 2003, from $234.2 million in 2002. The decline in
revenues was primarily due to the Company's continued shift away
from vehicles sold under the purchase agreement method. Under the
purchase agreement method, the entire purchase price of the vehicle is
recorded as revenue compared to only recording the fees collected on
the sale of a vehicle under the lower risk consignment fee based
arrangements. Vehicles sold under the purchase agreement method
accounted for less than 6% of the total vehicles sold in 2003, versus
approximately 10% in 2002. Fee income for 2003 increased 4% to
$169.7 million versus $162.8 million in 2002. Fee income increased
primarily due to higher unit volumes.

Cost of sales decreased $20.5 million to $170.5 million for the year
ended December 28, 2003, versus $191.0 million for last year. Vehicle
cost of $35.3 million in 2003 was $30.2 million less than $65.5 million
in 2002. This decrease is primarily related to the Company’s shift away
from vehicles sold under the purchase agreement method. Branch cost
of $135.2 million increased $9.7 million in 200% from $125.5 million
in 2002. New branches opened in 2003 account for approximately
$7.0 million of additional branch costs. Excluding the impact of new
branches, branch costs increased $2.7 million primarily in tow and
depreciation expense.

Gross profit of $39.2 million for the vear ended December 28, 2003
decreased $4.0 million, or 9%, from $43.2 million for 2002.

Selling, general and administrative expense of $30.2 million in
2003 was $2.5 million more than the expense of $27.7 million in 2002.
This increase was primarily due to expenses associated with the imple-
mentation of the Company’s new automated salvage auction
processing system. Amortization of intangible assets is now included
within this category of expense and amounted to $0.5 million in 2003
and $0.3 million in 2002. See Note 2 of the Notes to Consolidated
Financial Statements included herein for further discussion of this
change.

Business transformation costs for the vear ended December 28,
2003 were $3.9 million, versus $8.1 million for last year. Business
transformation costs include expenses related to the Company’s
systems redesign project, the business process re-engineering project,
severance costs and accelerated depreciation associated with the
Company’s former computer infrastructure. The Company began
recording business transformation costs during the second quarter
of 2001. As part of its substantial business transformation, the
Company is providing visibility to several significant components of its
cost structure. Business transformation costs and other unusual
charges are discussed in detail in “Significant Items Affecting
Comparability” below.




Interest expense of $1.5 million for the year ended December 28,
2003 increased $0.8 million from $£0.7 million for 2002. Included in
interest expense for 2002 was a non-cash charge of $0.3 million to
recognize the ongoing cost of the interest rate swap on the unused
portion of the Company’s credit facility. In February 2002, the
Company used excess cash and proceeds from the sale of investments
to repay its $20.0 million of 8.6% senior notes that matured on
February 15, 2002 and entered into a new $30.0 million five-year unse-
cured credit facility. At December 29, 2002, there was no outstanding
balance related to this credit facility. The credit facility was a one-year
revolver that converted on February 15, 2003 into a fouryear term
loan. On February 15, 2003, the Company borrowed the entire $30.0
million under the unsecured credit facility. At December 28, 2003, the
outstanding balance related to the term loan with its lenders was $24.4
million. On March 19, 2004, the Company entered into a Second
Amended and Restated Credit Agreement with its lenders, which is
described in “Financial Condition and Liquidity” below,

Income tax expense for the year 2003 was $1.3 million, a decrease
of $1.7 million from the income tax expense of $3.0 million for 2002,
The Company’s effective tax rate for the years 2003 and 2002 was 36%
and 43%, respectively. The Company expects that its effective tax rate in
2004 will return to the 41% range.

The Company’s net earnings for the year 2003 was
$2.3 million, a decrease of $1.7 million from the Company’s net earn-
ings of $4.0 million for the fiscal year 2002.

Year Ended December 29, 2002 Compared to the Year
Ended December 30, 2001

Revenues decreased 20% to $234.2 million for the year ended
December 29, 2002, from $293.0 million in 2001. The decline in
revenues is primarily due to the Company’s continued shift away from
vehicles sold under the purchase agreement method. Vehicles sold
under the purchase agreement method accounted for less than 10% of
the total vehicles sold in 2002, versus approximately 19% in 2001. Fee
income for 2002 increased 5% to $162.8 million, versus $154.6 million
in 2001. Fee income increased due to both unit volume and price
increases during the year.

Cost of sales decreased §63.6 million to $191.0 million for the year
ended December 29, 2002, versus $254.6 million in 2001. Vehicle cost
of $65.5 million in 2002 was $66.2 million less than $131.7 million in
2001. This decrease is primarily related to the Company’s shift away
from vehicles sold under the purchase agreement method. Branch cost
of $125.5 million increased $2.6 million in 2002 from $122.9 million

in 2001. New branches opened in 2002 account for approximately -

$4.0 million of additional branch costs. Excluding the impact of new
branches, branch costs decreased $1.4 million from 2001, primarily in
tow, auction and yard costs.

In 2001, the Company recorded a charge of $1.2 million for losses
on vehicles under terminated agreements and still in inventory at the
end of the year. This amount was included within cost of sales for fiscal
2001. During 2002, the entire $1.2 million allowance was absorbed to
offset losses relating to these vehicles, all of which were sold in 2002.

Gross profit of §43.2 million for the year ended December 29, 2002
increased $4.8 million, or 12%, from $38.4 million for 2001,

Selling, general and administrative expense of $27.7 million for
2002 was less than the expense of $32.2 million in 2001, This decrease
is the result of lower amortization of intangible assets, information
services and general overhead expenses. Amortization of intangible
assets and goodwill was included within this category of expense and
amounted to $0.3 million in 2002 and $4.1 million in 2001. See Note
2 of the Notes to Consolidated Financial Statements included herein for
further discussion of this change.

Business transformation costs for the year ended December 29,
2002 were $8.1 million, versus $3.5 million for 2001. Business trans-
formation costs include expenses related to the Company’s systems
redesign project, the business process re-engineering project, severance
costs and accelerated depreciation associated with the Company’s exist-
ing computer infrastructure. The Company began recording business
transformation costs during the second quarter of 2001. As part of its
substantial business transformation, the Company is providing visibil-
ity to several significant components of its cost structure. Business
transformation costs and other unusual charges are discussed in detail
in “Significant Items Affecting Comparability” below.

Interest expense was $0.7 million for the year ended December 29,
2002, a decrease of $1.1 million from 2001. Included in interest
expense for 2002 was a non-cash charge of $0.3 million to recognize
the ongoing cost of the interest rate swap on the unused portion of the
Company’s credit facility. In February 2002, the Company used excess
cash and proceeds from investments to repay its $20.0 million of 8.6%
senior notes that matured on February 15, 2002 and entered into a new
$30.0 million five-year unsecured credit facility. At December 29, 2002,
there was no outstanding balance related to this credit facility.

Income tax expense for the year 2002 was $3.0 million, an increase
of $4.6 million from the income tax benefit of $1.6 million for 2001.
The Company’s effective tax rate for the years 2002 and 2001 was 43%
and 27%, respectively.

The Company’s net earnings for the year 2002 was $4.0 million,
an increase of $8.4 million from a $4.4 million loss for the fiscal
vear 2001.
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Significant Items Affecting Comparability
The Company has recorﬁied certain various charges that have
affected the comparability of its reported results of operations. In addi-
tion, the Company recorded amortization of goodwill in 2001, which
ceased in 2002. The charges and amortization impacted earnings from
operations and net earnings (loss) as follows (in thousands):
2003 2002 2001

Provision for losses on vehicles purchased under

terminated agreements (included in cast of sales)® ... .. $ — 5§ — §1248
Business transformation costs™ ... ... ... o 3,902 8,067 3,451
Restructuring and asset impairment charges® ........... — — 8,016
Amortization of goodwill .. ... ... —_ — 3899
Impact on earnings (loss) from operations ............. 3,902 8067 16,614
Tax benefits relating to aboveitems ................... 1,609 3,469 4486

Impact on net earnings (loss) ..................... $2,293  $4598  $12,128

(@) The Company successfully transitioned several large purchase agreement customers to
consignment-based contracts. At the end of 2001, the Company recorded a provision of $1.2
million for anticipated losses an vehicles remaining to be sold under the prior agreements.

(b) Business transformation costs include expenses relating to the Company’s svstems redesign

project, the business process re-engineering project, severance costs and accelerated depreci-

ation pertaining to the Company’s prior computer infrastructure.

Restructuring and asset impairment charges recorded during 2001 include: (1) $1.9 million

for involuntary severance costs; (2)1$2.6 million for abandonment of facilities, including

cancellation of a planned headquasters expansion; (3) $1.1 million for repositioning the

Company's towing operations and other restructuring charges; (4) the write-off of

$1.4 million of unamortized leasehold improvements; and (5) a $1.0 million write-off

of amounts due from the Company’s previous insurance carrier, which was placed in
liquidation.

Goodwill recorded in connection with business combinations had been amortized in

accordance with APB Opinion No: 17. Beginning in 2002, in accordance with FASB

Staternent No. 142, amortization of goodwill is no longer required, but the carrving value of

goodwill is subject to write-down in ﬂ]e event of impairment.

(c

=

(d

=

Financial Condition and Liquidity

At December 28, 2003, the Company had current assets of $80.6
million, including $15.5 million of cash and cash equivalents, current
liabilities of $59.6 million and working capital of $21.0 million, which
represents 4 $2.8 million decrease from December 29, 2002.

The Company’s accounts receivable increased $2.8 million from
$45.6 million in 2002 to $48'4 million in 2003. Accounts receivable
consists of balances due from' the Company’s salvage providers, typi-
cally large insurance companies. Accounts receivable include advance
charges paid for by the Company on behalf of salvage providers. These
charges typically include storage and tow fees incurred at a temporary
storage or repair shop prior to the Company moving the vehicle to one
of its facilities.

At December 28, 2003, the Company’s inventory balance was $13.6
million, a $2.4 million increase from 2002. The Company records
purchase agreement vehicles ‘at the lower of their cost or estimated
realizable value. The Company also capitalizes towing charges related
to vehicles sold under the percentage of sale method as a component
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of inventory. In 2003, the increase in inventory was due to both an
increase in purchase agreement inventory and an increase in inventor-
ied tow costs associated with the increase in consignment vehicles on
hand.

On June 25, 2003, the Company entered into an Amended and
Restated Credit Facility. This amended facility added a $20.0 million
revolving line of credit, carrying a variable rate based on LIBOR, to the
existing term loan, This amended and restated facility also modified
all existing covenants, except for the rent expense covenant. The
amended credit facility also granted the Company latitude to purchase
additional shares of its outstanding common stock. At December 28,
2003, the Company had not borrowed any funds against the additional
$20.0 million revolving line of credit.

At December 28, 2003, the Company’s long-term debt, including
current installments, consisted of $0.1 million in notes payable, bear-
ing interest at a rate of 8.0%, and $24.4 million borrowed under its
term credit facility. The credit facility was a one-vear revolver that
converted on February 15, 2003 into a four-vear term loan carrying a
variable interest rate based upon LIBOR. The aggregate principal
balance of the loan is required be paid in sixteen consecutive equal
quarterly installments commencing on March 31, 2003. At December
28, 2003, the Company was in compliance with its credit agreement
covenants.

On March 19, 2004, the Company entered into a Second Amended
and Restated Credit Agreement relating to its senior credit facility. The
agreernent amends certain financial covenants, including those appli-
cable as of December 28, 2003 and those applicable during fiscal 2004,
provides that advances made under the facility will be subject to a
monthly asset coverage test equal to 85% of eligible receivables, and
requires the Company to provide collateral for amounts due under the
facility in the event it fails to meet certain financial projections for two
consecutive quarters. As of March 19, 2004, the Company’s senior
credit facility consisted of a $20.0 million revolving credit facility and
2 $22.5 million term credit facility. As of March 19, 2004, the Company
has borrowed $9.0 million against the revolving line of credit and
$22.5 million under the term credit facility.

Other long-term liabilities include a post-retirement benefits liabil-
ity that relates to the Company's prior acquisition of Underwriters
Salvage Company. The amount recorded at December 28, 2003 for the
post-retirement benefits liability is approximately $2.6 million.

In 2002, the Company entered into a capital lease agreement to
obtain the use of new computer equipment required as part of the
Company’s new operating system. The capital lease terms are three
vears or less depending on the nature of the equipment. In 2003, prop-
erty and equipment additions of $3.4 million resulted from capital
lease transactions entered into during the vear. At December 28, 2003,
the Company’s total future obligation under the capital lease is
$4.7 million.




Capital expenditures were approximately $16.3 million for the year
ended December 28, 2003. These capital expenditures include capital-
ization of certain development costs related to the Company’s new
information system, along with various branch improvements includ-
ing upgrades to existing branches and the addition of capacity in key
markets. The capital expenditure amount excludes the $3.4 million of
new computer equipment obtained through capital lease agreements
entered into during 2003.

The Company acquired six salvage pools in fiscal 2003. All of these
acquisitions were accounted for using the purchase method of
accounting. The results of operations of the acquired businesses are
included in the Company’s consolidated financial statements from the
dates of acquisition. In January 2003, the Company acquired Salvage
Management Inc., an operator of two auto salvage facilities in Buffalo
and Rochester, New York. In April 2003, the Company acquired Wichita
Insurance Pool, Inc., located in Wichita, Kansas. In June 2003, the
Company acquired Wilmington Salvage and Disposal Company, Inc.
located in Wilmington, North Carolina and the Damaged Vehicle divi-
sion of Manheim’s Orlando Orange County Auto Auction, located in
Orlando, Florida. All of these acquisitions leverage the Company’s
existing regional coverage in those markets. In April 2003, the
Company also acquired Mountain States Salvage Pool, which is
located in Ogden, Utah. This acquisition represents penetration into &
new market. The total cost of adding these six new facilities was less
than $7.9 million.

The Company’s Board of Directors authorized the purchase of
1,500,000 shares of the Company’s common stock in September 2000
and an additional 750,000 shares in April 2003, for a combined
authorization of 2,250,000 shares. Purchases may be made from time
to time in the open market or in privately negotiated transactions,
subject to the requirements of applicable laws, and will be financed
with existing cash and cash equivalents, and cash from operations. As
of December 28, 2003, the Company had purchased 807,209 shares
pursuant to this authorization at an average price of $9.93 per share,

In 2003, the Company initiated a restricted stock program. Under
the Company’s restricted stock program, common stock of the
Company may be granted at no cost to certain officers and key employ-
ees. Plan participants are entitled to cash dividends and to vote their
respective shares. Restrictions limit the sale or transfer of these shares
during a four year period whereby the restrictions lapse on 25% of the
shares each vear. Upon issuance of stock under the plan, unearned
compensation equivalent to the market value at the date of grant is
charged to shareholders’ equity and subsequently amortized to expense
over the four-year restriction period. In 2003, 66,500 restricted shares
were granted. Compensation expense in 2003 was less than $0.1
million. In fiscal 2003, there were no forfeitures of restricted shares.

The Company believes that existing cash and cash equivalents, as
well as cash generated from operations will be sufficient to fund capi-
tal expenditures and provide adequate working capital for operations
for the next twelve months. Part of the Company’s plan is to pursue
continued growth, possibly through new facility start-ups or acquisi-
tions, and the development of new claims processing services. At some
time in the future, the Company will likely require additional financ-
ing. There can be no assurance that additional financing, if required,
will be available on favorable terms.

Summary Disclosure about Contractual Obligations

The following table reflects a summary of the Company’s cash
obligations for each of the next five years and thereafter as of
December 28, 2003:

2004 2005 2006 2007
(dollars in thousands)
Long-term debt:

2008 Thereafter  Total

Unisecured

termloan .. $7500 $7500 §750 $1875 § — 8§ — §2U35
Notes

pavable . . .. 47 12 — — — — 59
Capital

leases™ ... .. 2,824 1,229 331 297 32 — 4713
Operating

leases® .. ... 21,719 18391 16,047 13,061 10898 41,782 121,898
Other long-term

obligations:

Non-compete

agreements . 345 325 313 280 240 — 1,503
Total......... $32435 $27457 $24,191 815513 11170 $41782  $152,548

(1)Includes related interest expense.
(2)Includes amounts due to both unrelated and related parties.

Critical Accounting Policies

The preparation of the consolidated financial statements in
conformity with accounting principles generally accepted in the United
States requires management to make estimates and judgments that
affect the reported amounts of assets, liabilities, revenues and expenses,
as well as the related disclosures. The Company bases its estimates on
historical experience and on various assumptions that are believed to
be reasonable under the circumstances, the results of which form the
basis for making judgments about the carrying values of assets and
liabilities that are not readily apparent from other sources. Actual
results may differ from these estimates. As such, the Company
continuously evaluates its estimates. The Company believes the follow-
ing critical accounting policies affect its more significant judgments
and estimates used in the preparation of its consolidated financial
statements.
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Gooduwill

As of December 28, 2003 the Company had $135.1 million of net
goodwill recorded in its consolidated financial statements. In accord-
ance with Statement of Financial Accounting Standards (SFAS)
No. 142, “Goodwill and Other Intangible Assets”, the Company assesses
goodwill for possible impairment on an annual basis or whenever
events or changes in circumstances indicate that the carrying value of
this asset may not be recoverable. Important factors that could trigger
an impairment review include significant under-performance relative
to expected historical or projected future operating results; significant
negative industry or economic trends; significant decline in the
Company's stock price for a sustained period; and the Company’s
market capitalization relative to net book value. If the Company deter-
mines that the carrying value of goodwill may not be recoverable based
upon the existence of one or;more of the above indicators of impair-
ment, the Company would measure any impairment based upon a
projected discounted cash flow,

Deferred Income Taxes

As of December 28, 2003, the Company had $2.1 million of deferred
tax assets recorded. The deferred tax assets relate to net operating losses
incurred in several of the states where the Company operates. The
Company has determined that it may not realize the full tax benefit
related to certain of the deferred tax assets. As such, a valuation
allowance to reduce the carrving value of the deferred tax assets has
been recorded.

Long-Lived Assets and Certain Identifiable Intangibles
As of December 28, 2003, the Company had $60.2 million of
net property and equipment along with net intangible assets of
$2.1 million. The Company;evaluates long-lived assets and certain
identifiable intangibles for impairment whenever events or changes in
circumstances indicate that the carrying amount of an asset may not
be recoverable. Recoverabilityiof assets is measured by a comparison of
the asset’s carrying amount to the estimated undiscounted future cash
flows expected to be generated by the asset. If the estimated undis-
counted future cash flows change in the future, the Company may be
required to reduce the carrying amount of an asset to its fair value,
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Recent Accounting Pronouncements

In April 2003, the Financial Accounting Standards Board (FASB)
issued SFAS No. 149, “Amendment of Staternent 133 on Derivative
Instruments and Hedging Activities.” SFAS No. 149 amends and clari-
fies financial accounting and reporting for derivative instruments and
for hedging activities under SFAS No. 133. SFAS 149 requires that
contracts with comparable characteristics be accounted for similarly.
This statement is effective for both contracts and hedging activities
entered into or modified after June 30, 2003. The Company’s adoption
of this standard did not have a material impact on the Company’s
consolidated financial statements.

In May 2003, the FASB issued SFAS No. 150, “Accounting for
Certain Financial Instruments with Characteristics of Both Liabilities
and Equity.” The statement required issuers to classify as liabilities (or
assets in some circumstances) certain classes of freestanding financial
instruments that embody obligations of the issuer. Generally, the state-
ment s effective for financial instruments entered into or modified
after May 31, 2003 and is otherwise effective at the beginning of the
first interim period beginning after June 15, 2003. The Company
adopted the provisions of the statement on June 29, 2003. The
Company did not have any instruments within the scope of the state-
ment at December 28, 2003,

In December 2003, the FASB issued FASB Interpretation No. 46
(revised December 2003), “Consolidation of Variable Interest Entities,”
which addresses how a business enterprise should evaluate whether it
has a controliing financial interest in an entity through means
other than voting rights and accordingly should consolidate the entity.
FIN 46R replaces FASB Interpretation No. 46, “Consolidation of
Variable Interest Entities”, which was issued in January 2003. The
Company adopted the provisions of this interpretation in December
2003. The Company did not have any variable interest entities at
December 28, 2003.



Consolidated Balance Sheets

» December 28, December 29,
(dollars in thousands except per share amounts) 2003 B 2002
ASSETS
Current assets:
Cash and cash equivalents .. ........ ... ... . . . . . . $ 15,486 $ 10,027
Accounts receivable, Met ... . L L 48,375 45,594
IVENMOTIES . oo 13,602 11,158
Other CUTTENT ASSEIS . ...ttt e 3,099 3,571
TOtAL CUITEIE 4SS . . .+ v et e e e e 80,562 70,350
Property and equipment, NEL .. ... ... oo e 60,187 49,342
Deferred iNCOME LAXES . . .o\ o\ 9,788 7,663
Intangible GSSELS, NEL ..o\t 2,101 1,710
Goodwill, Mot .. o 135,062 130,474
T ASSBIS . o 93 111
$287,793 $259,650
LIABILITIES AND SHAREHOLDERS’ EQUITY
Current liabilities:
Accounts payable ... .. ..o $ 35,005 $ 28,656
Accrued Habilities .. ..o 14,209 15,312
Obligations under capital leases . .. ... ... ... 2,822 2,552
Current installments of long-termdebt ............ .. ... ... 7,547 43
Total current liabilities . ... ... oo o 59,583 46,563
Deferred iNCOME TAXES . ..o\ o oo et e e 17,748 14,835
Postretirement benefit obligation . ... ... ... . 2,598 2,736
Obligation under capital ledases ....... ... ... 1,891 1,355
Long-term debt, excluding current installments ........... ... .. ... o i 16,887 59
Total liabilities .. ... oo 98,707 65,548

Shareholders’ equity:
Preferred stock, par value of $.001 per share
Authorized 5,000,000 shares; noneissued . ... ... ... ... . . . — : —
Common stock, par value of $.001 per share
Authorized 20,000,000 shares; 12,325,482 shares issued and
11,518,273 outstanding as of December 28, 2003; and

12,292,599 shares issued and outstanding as of December 29,2002 . ........... ... ... ... 12 12
Additional paid-in capital . .. ... 145,856 144,420
Treasury stock, 807,209 shares . ... ... . (8,012) —
Deferred compensation related to restricted stock .. ... . (892) —
Accumulated other comprehensive income (108S) .. ..... ... .o (625) (745)
Retained €arnings ... ... oo oo 52,747 50,415

Total shareholders’ eqUIty ... ... oo 189,086 194,102

$287,793 $259,650

See accompanying Notes to Consolidated Financial Statements
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Consolidated Stdtements of Operations

(dollars in thousands except per share amounts)
Revenues:

Vehiclesales ... ... .
FeeinCome . ... . .. . . .

Cost of sales:

Vehicle COSt . ..o
Branch Cost . ... o

Gross profit ...

Operating expense:

Selling, general and administrative ..................................
Business transformation costs . ........... ... o
Restructuring and asset impairment charges ................... ... . ...

Earnings (loss) from operations ...................... . ... ..

Other (income) expense:

Inferest EXPENSE . . ... oo
Other INCOME ... ... .
Earnings (loss) before INCOME tAXES ... ...
Provision (benefit) for incometaxes . .......... ... ... . i
Netearnings (10SS) ....... ...

Earnings (loss) per share:

BasiC ..
Diluted . ..

Weighted average shares outstanding;

BasiC .
Effect of dilutive securities - stock options . ...................... ...,
Diluted . . ...

2003 2002 2001
$ 39,963 $ 71352 $138,427
169,687 162,845 154,563
209,650 234,197 292,990
35,301 65,463 131,683
135,157 125,530 122,867
170,458 190,993 254,550
39,192 43204 38 440
30,225 27,711 32,182
3,902 8,067 3,451
— — 8,016
5,065 7426 (5,209)
1,505 678 1,788
(76) (275) (1,025)
3,636 7,023 (5,972)
1,304 3,015 (1,612)

$ 2332 § 4008 $ (4360)
$ .20 § 33 $ (3D
$ .20 § 32 § (3D
11,652 12,235 11,940
80 296 —
11,732 12,531 11,940

See accompanying Notes to Conso/z’daz‘éd Financial Statements
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Consolidated Statements of Shareholders’ Equity

Deferred Accumulated
Common Stock Additional Compensation Other Total
Number Paid-in ~ Treasury  (Restricted ~ Comprehensive Retained  Shareholders’
(dollars in thousands) of shares  Amount  Capital Stock Stock) Income (Loss)  Earnings Equity
Balance at
December 31,2000 .. ... 1171593  $12  § 136962 § — & — § — § 50,767 § 187,741
Netloss ................ N — — — — — (4,360) (4,360)
Stock options exercised . . . . 431,305 _ 4,904 — — — — 4,904
Tax benefit related to
stock options exercised . . . —  — 539 — — — — 539
Shares issued for the
employee stock
purchaseplan ......... 15049  — 170 — — — — 170
Balance at
December 30, 2001 . .... 12,162,290 $12 § 142575 § 09— 0§ — § — § 46407 § 183994
Net earnings ............ — — — — — — 4,008 4,008
Other comprehensive loss
Change in fair value of
interest rate swap
contract (net of tax
benefit, $467) ... .. ... - — — — — (745) — (745)
Comprehensive income . . . . 3,263
Stock options exercised .. . . 115555  — 1,341 — — — — 1,341
Tax benefit related to
stock options exercised . . . —_ — 247 — — — — 247
Shares issued for the
employee stock
purchase plan ......... 14,754 — 257 — — — : — 257
Balance at
December 29,2002 ... .. 12,292,599  §$12  § 144420 § — § — § (745) $ 50415 § 194,102
Netearnings ............ — — — — — — 2,332 2,332
Other comprehensive income -
Change in fair value of
interest rate swap contract
(net of tax, $78) ... ... —_ — — — — 120 —_ 120
Comprehensive income . . .. 2,452
Stock options exercised . ... 6920 — 82 — — — — 82
Tax benefit related to
stock options exercised . . . —- - 14 — — — — 14
Shares issued for the
employee stock
purchase plan ......... 25963  — 371 — — — — 371
Treasury stock purchased . . . (807,209 — — (8,012) — — —_ (8,012)
Deferred compensation . .. . —  — 969 — (892) — — 77
~ Balance at
December 28, 2003 . 11,518,273 $12  $145,856 $(8,012)  $(892) $(625)  $52,747 $189,086

See accompanying Noles to Consolidated Financial Statements
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Consolidated Statements of Cash Flows

(dollars in thovusands)
Cash flows from operating activities:

Net earnings (I0SS) ... ... o

Adjustments to reconcile net earnings (loss) to net cash provided
by operating activities:

Depreciation and amortization ................ o o

Loss (gain) on disposal of fixed assets ................ ... ... o
Loss (gain) on change in fair market value of derivative ....................
Deferred compensation related to restricted stock . . .................. ... ...
Deferred INCOME tAXES ... ..ot
Restructuring and asset impairment charges . ................. oo
Changes in assets and liabilities (excluding effects of acquired companies):

(Increase) decrease in;

Accounts receivable, net .. ... .
INVENIOTIES ... oo
Other current assets ... ...ttt
Other aSSELS . . . o

Increase (decrease) in:

Accountspayable .. ...
Accrued liabilities ... ...
Deferred income taxes ........ ... ..o
Total adjustments .. ........ oo

Net cash provided by operating activities ................... ... .. ...,

Cash flows from investing activities:

Capital expenditures . . ...
Proceeds from sale of investments .......... ... ... .
Proceeds from disposal of property and equipment .......... ... ... ...
Payments made in connection with acquired companies, net of cash acquired

Net cash used in investing activities ............. ...l

Cash flows from financing aetivities:

Proceeds from issuance of common stock .. ...

Principal payments - capital leases ............. ... ...
Net cash provided by (used in) financing activities ........................

Net increase (decrease) in cash and cash equivalents ..........................
Cash and cash equivalents at beginning of year ..............................
Cash and cash equivalents atend of year ..................... .. ... ...,

Supplemental disclosures of cash flow information:
Cash paid during the vear for:

9017 ) A A D
Income taxes paid ....... ..
Income taxes refunded .. ... ...

Non-cash financing activities:

Capital [6ASeS . .. oo

2003 2002 2001
$ 2,332 $ 4,008 $ (4,360)
10,661 9,901 10,649
54 (104) (439)
(307) 307 —

29 — —

— 3,292 (970)

—_ — 8,016
(752) 9,180 (6,673)
(2,442) 2,347 (2,917)
489 594 (1,053)
(975) (64) 113
6,349 (12,795) (3,221)
(878) 2,289 612
788 (465) —
13,016 14,482 10,559
15,348 18,490 6,199
$(16,343) $(15,241) $(20,765)
— 2,643 4,456

60 187 4,094
(7,872) (1,510 (6,033)
(24,155) (13,921) (18,248)
515 1,845 5613
30,000 — _
(5,668) (20,041) (35)
(8,012) — —
(2,569) (813) —
14,266 (19,009) 5,578
5,459 (14,440) (6,471)
10,027 24467 30,938
$ 15,486 $ 10,027 $ 24467
$ 1,639 § 1433 $ 1,733
$ 855 § 2492 § 7
$ 1,390 § 33860 § —
$ 3,375 $ 4,720 § —

See accompanying Notes to Consolidated Financial Statements
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Notes to Consolidated Financial Statements

(1) Summary of Significant Accounting Principles

Background

Insurance Auto Auctions, Inc. (the “Company”) operates in a single
business segment — providing insurance companies and other vehicle
suppliers cost-effective salvage processing solutions including selling total loss
and recovered theft vehicles.

Principles of Consolidation

The accompanying consolidated financial statements include the accounts
of the Company and its wholly owned subsidiaries. All significant inter-
company transactions and balances have been eliminated in consolidation.

Reclassifications
Certain reclassifications have been made to the prior year financial infor-
mation to conform with the current year presentation.

Fiscal Periods
Fiscal years 2003, 2002 and 2001 each consisted of 52 weeks and ended on
December 28, 2003, December 29, 2002 and December 30, 2001, respectively.

Revenue Recognition

Revenues (including vehicle sales and fee income) are generally recog-
nized at the date the vehicles are sold at auction. Revenue not recognized at
the date the vehicles are sold at auction includes certain buyer-related fees,
which are recognized when payment is received.

Cash Equivalents

Cash equivalents consist principally of commercial paper. The Company
considers all highly liquid investments with original maturities of three
months or less to be cash equivalents.

Inventories

Inventories are stated at the lower of cost or estimated realizable value.
Cost includes the cost of acquiring ownership of total loss and recovered theft
vehicles, charges for towing and, less frequently, reconditioning costs. The
costs of inventories are charged to operations based upon the specific-
identification method.

Disclosures About Fair Value of Financial Instruments

The Company's financial instruments include cash and cash equivalents,
accounts receivable, short and long-term debt and derivative financia! instru-
ments. The fair values of these instruments approximates their
carrying values.

Asset Impairment

As part of an ongoing review of the valuation and amortization of assets,
management assesses the carrying value of the Company’s assets if facts and
circumstances suggest that such assets may be impaired. If this review indi-
cates that an asset will not be recoverable, as determined by an analysis of
undiscounted cash flows over the remaining amortization period, the carry-

ing value of the asset would be reduced to its estimated fair market value. In
2002, the Company adopted Statement of Financial Accounting Standards
(SFAS) No. 142, “Goodwill and Other Intangible Assets.” In accordance with
SFAS No. 142, the Company completed the transitional impairment test of
intangible assets during the second quarter of fiscal 2002. The resuit of this
test did not indicate any impairment. The annual impairment test of intangj-
ble assets is performed in the first quarter of each year. The fiscal 2003 annual
test did not indicate any impairment.

Use of Estimates

The Company has made a number of estimates and assumptions relating
to the reporting of assets and liabilities and the disclosure of contingent liabil-
ities to prepare these consolidated financial statements in conformity with
accounting principles generally accepted in the United States of America.
Actual results will likely differ from these estimates, but management believes
that such differences are not material.

Depreciation and Amortization

Depreciation of property and equipment is computed using the straight-
line method over the estimated useful lives of the related assets ranging from
three to ten years. Leasehold improvements are amortized on a straight-line
basis over their estimated economic useful life or the life of the lease,
whichever is less.

Income Taxes

The Company accounts for income taxes under the asset and liability
method, whereby deferred tax assets and liabilities are recognized for the
future tax consequences attributable to differences between the financial
statement carrying amounts of existing assets and liabilities and their respec-
tive tax bases, as well as operating loss and tax credit carry forwards, The effect
of a rate change on deferred tax assets and liabilities is recognized in the
period of enactment.

Credit Risk

Vehicles are sold generally for cash; therefore, very little credit risk is
incurred from the selling of vehicles. Receivables arising from advance
charges made on behalf of vehicle suppliers, most of which are insurance
companies, are generally satisfied from the net proceeds payable to the
vehicle suppliers. A small percentage of vehicles sold do not have sufficient
net proceeds to satisfy the related receivables, and in these cases, the receivable
is due from the vehicle suppliers. Management performs regular evaluations
concerning the ability of its customers and suppliers to satisfy their obliga-
tions and records 4 provision for doubtful accounts based upon these
evaluations. The Company’s credit losses for the periods presented are
insignificant and have not exceeded management’s estimates.
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Restricted Stock J

In 2003, the Company initiated a restricted stock program. Under the
Company’s restricted stock prog}am, common stock of the Company may be
granted at no cost to certain officers and key employees. Plan participants are
entitled to cash dividends and to vote their respective shares. Restrictions limit
the sale or transfer of these shares during a four year period; the restrictions
lapse on 25% of the shares each year. Upon issuance of stock under the plan,
unearned compensation equivalent to the market value of the shares at the
date of grant is charged to shareholders equity and subsequently amortized
to expense over the four-year restriction period. In 2003, 66,500 restricted
shares were granted. Compensation expense in 2003 was less than
$0.1 million. In fiscal 2003, there were no forfeitures of restricted shares.

Stock Options

The Company accounts for its fixed plan stock options under the intrinsic
value-based method of accounting prescribed by Accounting Principles Board
(APB) Opinion No. 25, “Accounting for Stock Issued to Employees”, and
related interpretations. As such, compensation expense would be recorded on
the date of grant and amortized over the period of service only
if the current market value of thje underlying stock exceeded the exercise price.
No stock-based employee compensation cost related to stock option grants
is recognized in net earnings (loss), as all options granted had an exercise
price equal to the market value! of the underlying common stock o the date
of grant.

The following table illustrates the effect on net earnings (loss) if the
Company had applied the fair value recognition provisions of SFAS No. 123,
“Accounting for Stock-Based’ Compensation”, to stock-based emplovee
compensation relating to stock options and restricted stock, including
straight-line recognition of comipensation cost over the related vesting periods
for fixed awards: ‘

2003 2002 2001
(dollars in thousands)

Net earnings (loss) asreported ... ................... $2,332  $4008  $(4.360)
Add: Stock-based emplovee compensation expense

included in reported net earnings (ldss),

net of related tax effects ........ ... ... .. ... 45 — —
Deduct: Total stock-based employee compensation

expense determined under the fair \félue based

* method for all awards, net of related tax effects .. ... .. (1,795)  (1.288) (1,339)
Pro forma net earnings (1088) ..., .ol $ 582 32720 $(5,699)
Pro forma earnings (loss) per share
BaSIC . . $ 05 & 22 ¢ (47
Diluted .......... ... $ 05 § 22 ¢ (4D

The per share weighted average fair value of stock options granted during
2003, 2002 and 2001 was $9.65, $10.13 and $9.20, respectively, based upon
grant date valuations using the Black-Scholes option pricing model with the
following weighted average assumptions in 2003, 2002 and 2001: expected
dividend vield of 0.0% in all years; expected volatility of .84%, .83% and .88%,
respectively; risk-free interest rafe of 3.1%, 2.8% and 4.3%, respectively, and an
average expected option life of 5.0, 4.9 and 4.9 years, respectively,
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Earnings Per Share

The Company incurred a net loss for the year ended December 30, 2001;
therefore, potential common stock issuances attributable to stock options were
excluded from the calculation of diluted earnings per share amounts because
the effect would have been anti-dilutive. The number of shares used to calcu-
late diluted per share amounts otherwise would have been increased by
408,000 shares,

Capitalized Software Costs

The Company capitalizes certain computer software costs, after techno-
logical feasibility has been established, which are amortized utilizing the
straight-line method over the economic lives of the related products not to
exceed five years.

Derivative Financial Instrument

In 2002, the Company entered into an interest rate swap to mitigate its
exposure to interest rate fluctuations, and does not, as a matter of policy, enter
into hedging contracts for trading or speculative purposes. The interest rate
swap has been accounted for in accordance with the provisions of SFAS
No. 133, “Accounting for Derivative Instruments and Hedging Activities,”
as amended. The swap has been designated as a cash flow hedge. Changes in
fair value of the swap are recorded in other comprehensive income to the
extent that the swap is effective as a hedge and reclassified to earnings in the
same period that earnings are affected by the variability in cash flows of the
hedged item.

New Accounting Prononncements

In April 2003, the Financial Accounting Standards Board issued SFAS
No. 149, “Amendment of Statement 133 on Derivative Instruments and
Hedging Activities.” SFAS No. 149 amends and clarifies financial accounting
and reporting for derivative instruments and for hedging activities under SFAS
No. 133. SFAS 149 requires that contracts with comparable characteristics be
accounted for similarly, This statement is effective for both contracts and
hedging activities entered into or modified after June 30, 2003. Adoption of
this statement did not have a material impact on the Company’s consolidated
financial statements.

(2) Goodwill and Other Intangibles

Goodwill and other intangibles are recorded at cost less accumulated
amortization and consist of the following at December 28, 2003 and
December 29, 2002:

Assigned Life 2003 2002

(doltars in millions)
Goodwill ... ... ... Indefinite $135.1  $130.5
Covenants not to compete . ...................... 5to 15 vears 2.1 17
$137.2  $1322




Goodwill increased by $4.6 million in fiscal 2003. During the vear, the
Company acquired six new facilities. The excess of the purchase price over the
fair market value of the net identifiable assets acquired of $4.2 million has
been recorded as goodwill. The balance of $0.4 million was due to eamout
payments made in 2003 associated with prior year acquisitions.

Amortization expense for the years ended December 28, 2003, December
29, 2002 and December 30, 2001 was $0.5 million, $0.3 million and $4.1
million, respectively. These amounts are included within selling, general and
administrative expense on the Company’s Condensed Consolidated
Statements of Operations. Based on existing intangibles, the projected annual
amortization expense for each fiscal year 2004, 2005 and 2006 is $0.5 million,
$0.4 million for 2007 and $0.2 million for 2008.

The following table presents the consolidated results adjusted as though
the adoption of SFAS No. 142 occurred at the beginning of fiscal year 2001.

2003 2002 2001

(in thousands except
per share amounts)

Net earnings (loss):

Asreported Lo $2,332 84008  $(4,360)

Goodwil] amortization, net of taxeffect ........ ... .. — — 2,847
Adjusted net earnings (10s$) ... $2,332 84008  $(1,51%)
Basic earnings (loss) per share:

Asreported ... $ 20 $ 33 0§ (3D

Goodwill amortization, net of tax effect ............. _ — 24
Adjusted basic earnings (loss) per share ............... $ 20 §$ 33 % (13
Diluted earnings (loss) per share:

Asteported ... $ 20 §$ 32 8 (%)

Goodwill amortization, net of tax effect ............. —_ — 24
Adjusted diluted earnings (loss) pershare ............. $ 20 5 32 0§ (1%

(3) Comprehensive Income

Comprehensive income consists of net earnings and the change in fair
value of the Company's interest rate swap agreement for the years ended
December 28, 2003 and December 29, 2002 as follows (dollars in thousands):

2003 2002
NELEATIRES « oo $2,332  $4,008
Other comprehensive income (loss)
Change in fair value of interest rate swap agreement . ............ 198 (1212)
Income tax benefit (expense) ................ ..o (78) 467
Comprehensive inCome ...............ooviveeieeiiiiinn s $2,452  $3.263

The changes in fair value of the Company’s interest rate swap agreement
were due to changes in interest rates.

(4) Credit Facilities
Long-term debt is summarized as follows:

2003 2002
(dollars in thousands)
Unsecured term loan, interest payable at variable
rate based upon LIBOR. Principal repaid in

16 equal instaltments commencing March 31,2003 .............. $24,375 §—
Notes payable issued in connection with

the acquisition of a subsidiary, interest payable at 8% . ............ 59 102

24,434 102

Less current installments . ............ ... ... i 7,547 43

$16,887 $ 59

Total principal repayments required for each of the next four fiscal vears
under all long-term debt agreements are summarized as follows:

{dollars in thousands)

2004 $ 7,547
2005 .. 7,512
2006 7,500
2007 © oo 1875

$24 434

In February 2002, the Company’s $20.0 million Senior Notes matured.
This debt was repaid with available cash, cash equivalents, and proceeds from
the sale of investments. The Company also entered into a new five-year $20.0
million unsecured credit facility that was expanded to $30.0 million in the
second quarter of 2002. The credit facility was a one-year revolver that
converted into a four-year term loan carrying a variable interest rate based on
LIBOR. During the first quarter of 2002, the Company entered into an interest
rate swap to mitigate its exposure to interest rate fluctuations (see Note 5).

On February 15, 2003, the Company borrowed all remaining available
funds under its $30.0 million credit facility. The credit facility was 4 one-year
revolver that converted on February 15, 2003 into a four-year term loan carry-
ing a variable rate based upon LIBOR. The aggregate principal balance of the
loan is required to be paid in sixteen consecutive equal quarterly installments
commencing on March 31, 2003.

On June 25, 2003, the Company entered into an amended and restated
credit facility. This facility added a $20.0 million revolving line of credit,
carrying a variable rate based on LIBOR, to the existing term loan. This
amended and restated facility also modified all existing covenants except for
the rent expense covenant. The amended credit facility also granted the
Company latitude to purchase additional shares of its outstanding common
stock. At December 28, 2003, the Company has not borrowed any funds
against the additional $20.0 million revolving line of credit.
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On March 19, 2004, the Company entered into the Second Amended and
Restated Credit Agreement relating to its senior credit facility. The agreement
amends certain financial covenants, including those applicable as of
December 28, 2003 and those applicable for fiscal 2004, provides that
advances made under the facility will be subject to a monthly asset coverage
test equal to 85% of eligible recéivables, and requires the Company to provide
collateral for amounts due under the facility in the event it fails to
meet certain financial projections for two consecutive quarters. The
Company’s financing agreemeﬁt limits potential future dividend pavments to
no more than 25% of the Company consolidated net income earned over a
specified period. Effective as of December 28, 2003, the Company was in
compliance with the financial covenants of the Second Amended and Restated
Credit Agreement.

(5) Financial Instruments and Hedging Activities

The Company, as a matter of policy, does not enter into derivative
contracts for trading or speculative purposes. During the first quarter of 2002,
the Company entered into an interest rate swap to mitigate its exposure to
interest rate fluctuations and to effectively fix its borrowing rate at 5.6%.
Under the interest rate swap agreement, the Company pays a fixed rate of
interest of 5.6% and receives LIBOR-based floating rate payments, During the
vear ended December 29, 2002; the Company recorded a non-cash charge of
$0.3 million related to the change in fair value for the portion of its interest
rate swap agreement which did not qualify for hedge accounting. At December
29, 2002, the Company also recorded $0.7 million (net of tax) as a compre-
hensive loss related to the change in fair market value of the portion of its
interest rate swap agreement which qualified for hedge accounting,

. In 2003, the Company recorded a $0.3 million non-cash benefit related to
the change in fair value of the interest rate swap agreement. At December 28,
2003, the Company also recorded $0.1 million (net of tax) as comprehensive
income related to the change ‘in fair market value of its interest rate swap
agreement. At December 28, 2003, the entire swap agreement qualified for
hedge accounting,

(6) Income Taxes
Income tax expense (benefit) is summarized as follows:

2003 2002 2001
{dollars in thousands)

Current:
Federal ............... ... ... ... ..., $ 573 $(161) § (530)
Stale . 19 (116) (111)
592 (277) (641)

Deferred:
Federal ............. ... 509 2,756 (878)
State .. 203 336 (93)

712 3,292 971
$1,304  $3015  $(1,612)
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Deferred income taxes are composed of the effects of the components listed
below. A valuation allowance has been recorded to reduce the carrying value
of deferred tax assets for which the Company believes it is more likely than not
that a tax benefit will not be realized.

The tax effects of temporary differences that give rise to significant
portions of the deferred tax assets and deferred tax liabilities at December 28,
2003 and December 29, 2002 are presented below:

2003 2002
(dollars in thousands)
Deferred tax assets attributable to:

DEPreciation . .. ..o e $ 5219 5 4017
State net operating losses carried forward .. ......... ... ... 2,108 1,830
TVEIIEOMIES . oo oo oo e 1,931 736
Change in fair value of interest rate swap contract . .......... 389 465
Other ... oo 1,860 2,070
Vafuation allowance ........... ... ... . (1,719) (1,455)
Net deferred tax assels . ... oo 9,788 7,663
Deferred tax liabilities attributable to:
Intangible assets . ... (17,748) (14835
Net deferred tax Habilities ... . ............... .. ........ $ (7,960) § (7,172

The actual income tax expense (benefit) differs from the “expected” tax
expense (benefit) computed by applying the Federal corporate tax rate to
earnings (loss) before income taxes as follows:

2003 2002 2001
(doltars in thousands)

“Expected” income tax expense (beneflt) ............. $1,236  $2388  $(2,030)
State income taxes, net of Federal effect . ......... .. .. 146 277 (135)
Nondeductible portion of amortization

of intangible assets ....... ... — — 358
Increase in valuation allowance .. ................... 264 308 235
Reduction of tax accruals ........... .. (527) (291) (105
Other. ... 185 333 65

.............................................. $1,304  $3015  $(1612)

The Company is obligated to file tax returns and pay Federal and state
income taxes in numerous jurisdictions. The reductions in income tax accru-
als relate to amounts that were no longer required, due primarily to closed tax
return zudits and closed tax years for a number of jurisdictions.




(7) Employee Benefit Plans
The Company adopted the Insurance Auto Auctions, Inc. 2003 Stock Incentive Plan (the 2003 Plan) in June 2003 1o replace the Insurance Auto Auctions, Tnc.

1991 Stock Option Plan (the 1991 Plan), as amended and restated, covering 3,100,000 shares of the Company’s common stock. The 2003 Plan provides for the
grant of incentive stock options and restricted stock to key employees and nonqualified stock options and stock appreciation rights to key employees, directors,
consultants and independent contractors. The 2003 Plan expires June 18, 2013, In general, new non-emplovee directors will automatically receive grants of
nonqualified options to purchase 10,000 shares and subsequent grants to purchase 5,000 shares at specified intervals,

During 1995, the Company adopted the Insurance Auto Auctions, Inc. Supplemental Stock Option Plan (the 1995 Plan) covering 200,000 shares of the
Company’s common stock. The 1995 Plan provides for the grant of nonqualified stock options to employees, other than executive officers, consultants and other
independent advisors who provide services to the Company. The 1995 Plan will expire on October 1, 2005.

Under the Plans, as of December 28, 2003, options to purchase an aggregate of 1,817,076 shares were outstanding at a weighted average exercise price of $13.49
per share and 384,960 shares remained available for future grant.

In 2003, the Company initiated a restricted stock program. Under the Company’s restricted stock program, common stock of the Company may be granted at
no cost to certain officers and kev employees. Plan participants are entitled to cash dividends and to vote their respective shares. Restrictions limit the sale or trans-
fer of these shares during a four yvear period whereby the restrictions lapse on 25% of the shares each vear, Upon issuance of stock under the plan, unearned
compensation equivalent to the market value of the shares at the date of grant is charged to shareholders’ equity and subsequently amortized to expense over the
four-year restriction period. In 2003, 66,500 restricted shares were granted. Compensation expense in 2003 was less than $0.1 million. In fiscal 2003, there were no
forfeitures of restricted shares.

Activity under the Plans during 2003, 2002 and 2001 is as follows:

Weighted Weighted Weighted

Average Average Average

2003 Exercise 2002 Exercise 2001 Exercise
Shares Price Shares Price Shares Price

Balance at beginning of vear ... 1,518,000 $14.13 1,397,000 $14.48 1,261,000 $14.20
OPHONS Granted . ..t e 490,000 13.89 377,000 1575 605,000 13.09
Options canceled .. ... .. (184,000) 19.94 (140,000) 24.13 (38,000) 18.02
OPHONS EXETCISed . ...\t (7,000) 11.61 (116,000) 11.62 (431,000) 11.38
Balance atend of year........... ... .. 1,817,000 $13.49 1,518,000 $14.13 1,397,000 $14.48
Options exercisable atend of vear .............. ... o 820,000 596,000 568,000

Additional information about options outstanding as of December 28, 2003 is presented below:

Options Outstanding Options Exercisable
Weighted Average
Range of Number of Remaining Contractual Exercise Number of Weighted Average

Exercise Prices Options Life (in vears) Price Options Exercise Price
$ 7.00 to $10.00 45,000 4.04 3892 42,000 $ 8386
103810 1395 1,291,000 6.94 12.55 601,000 11.89
142510 2275 461,000 815 1581 157,000 16.26
286310 32.50 20,000 0.77 30.80 20,000 30.80
$ 7.00 to $32.50 1,817,000 7.1 13.49 820,000 13.03

The Company has 2 401(k) defined contribution plan covering all full-time employees. Plan participants can elect to contribute up to 15% of their gross payroll.
Company contributions are determined at the discretion of the Board of Directors; during the vears 2001 to 2003, the Company matched 100% of employee contri-
butions up 1o 4% of eligible earnings. Company contributions to the plan were $0.8 million in 2003, $0.8 million in 2002 and $0.7 million in 2001,
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(8) Related Party Transactions

The Company recorded fee income of $2.7 million in 2001, related to the
consignment sale of vehicles insured by Allstate Insurance Company
(“Allstate”) and recorded vehicle sales of $23.2 million and cost of sales of
$21.8 million, related to the purchase of Allstate-insured vehicles under the
purchase agreement method. Allstate sold all of its shares of the Company’s
common stock in February 2001.

See Note 9 for information about leases involving a member of the
Company’s Board of Directors. :

(9) Commitments and Contingencies

The Company leases its facilities and certain equipment under operating
leases with related and unrelated parties, which expire through August 2021.
Rental expense for the years ended December 28, 2003, December 29, 2002
and December 30, 2001, was $22.4 million, $22.1 million and $20.3 million,
respectively. The Company ledses certain properties from a member of its
Board of Directors. The Corpany believes the terms of the leases are no less
favorable than those available from unaffiliated third party lessors. Rental
payments to the related party were $0.8 million in each of the vears 2003,
2002 and 2001. In 2003, the| Company incurred $2.7 million of costs to
upgrade properties owned by the related party. A portion of the investment to
upgrade these facilities will ultimately be funded by the related party. The
Company agreed to modify its future lease payments to take into considera-
tion the costs to be funded by the related party; the effect on monthly lease
payments has not yet been determined.

In 2002, the Company began leasing certain equipment under capital
leases. Equipment leased under these leases amounted to $3.4 million in 2003
and $4.7 million in 2002.

Minimum annual rental commitments for the next five years
under noncancelable operating and capital leases at December 28, 2003 are
as follows:

Operating Leases
Unrelated  Related  Capital

Parties parties  Leases
(dollars in thousands)

2004 $20,882 $837  $3,058
2005 . 17,554 837 1,336
2006 15,210 837 363
2007 12,224 837 315
2008 . 10,061 837 33
Thereafter .. .............. ... 36,072 5,710 —

§112,005 89895  $5105
Less amount representing interest expense . ............. 392
Future capital lease obligation .. ..................... $4,713

|
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Assets as of December 28, 2003 and December 29, 2002 recorded under
capital leases are included in property and equipment, net as follows:

2003 2002

(dotlars in thousands)

Computer eQUIDMENE . . . ...ttt e e e $6,654  $4720
Security fencing ... ... 1,441 —
8,095 4,720
Accumulated amortization .. ... (3,378 (713)

$4,717  $4.007

The Company has compensation agreements with certain officers and
other key employees.

The Company currently leases property in Woodinville, Washington (near
Seattle) for one of its branches. In 2003, the owner/lessor of the property was
notified by King County, Washington that the branch was located within the
boundaries of the likely site for a new wastewater treatment facility. The
Company believes that it is likely that it will be required to vacate its facility
before the end of 2004. The Company has made various upgrades to this facil-
ity that have been recorded as leasehold improvements, which have a net book
value of $1.1 million at December 28, 2003. Under Washington State law,
provisions exist for financial assistance to the Company related to relocation
expenses and other costs related to the property.

The Company has taken various steps intended to ensure that it recovers
the value of its investment in the property and that it is reimbursed for its relo- -
cation costs. Under its lease, the Company is entitled to recovery of the value
of its leasehold improvements. Although there is a possibility that the
Company will not fully recover its investment in the branch assets, the
Company has not recorded any provisions for loss or for costs that may be
incurred, due to uncertainties relating to the amounts that may be recovered
pursuant to the terms of the lease or the provisions of Washington State law.

The Company is subject to certain miscellaneous legal claims, which have
arisent during the ordinary course of its business. None of these claims are
expected to have a material adverse effect on the Company’s financial condi-
tion or operating results.

(10) Treasury Stock

The Company records treasury stock purchases using the cost method of
accounting, In March 2003, the Company repurchased 757,409 shares of its
common stock at an average price of $9.77 per share and a total cost of
$7.4 million. During the second quarter of 2003, the Company repurchased
an additional 49,800 shares at an average price of §12.25 per share and a total
cost of $0.6 million. The Company did not repurchase any shares during the
remainder of the vear. On a full year basis, the Company has repurchased
807,209 shares at an average price of $9.93 per share and a total cost of
$8.0 mitlion.




(11) Accounts Receivable
Accounts receivable consists of the following as of December 28, 2003 and
December 29, 2002;

2003 2002

(dollars in thousands)
Unbilled receivables . ... ............... .. $35,188  $33,028
Trade accounts receivable ............ ... .. . 12,787 12,772
Otherreceivables ......... ... ... ... ... ... 1,213 490

49,188 46,290
Less allowance for doubtful accounts . ................... .. ... (813) (696)

$48,375  $45594

Unbilled receivables represent amounts paid to third parties on behalf of
insurance companies for which the Company will be reimbursed when the
vehicle is sold. Trade accounts receivable include fees and proceeds to be
collected from both insurance companies and buyers.

(12) Property and Equipment
Property and equipment consists of the following at December 28, 2003
and December 29, 2002:

2003 2002

(dollars in thousands)
Land .o $ 7,582  $ 699
Buildings and improvements .. ........ ... oo 11,506 10,787
Equipment .......... . 39,302 25911
Leasehold improvements ... .. ... .o 38,304 32,939

96,694 76,633
Less accumulated depreciation and amortization ............... (36,507)  (27,291)

$60,187  $49,342

(13) Accounts Payable
Accounts payable consists of the following at December 28, 2003 and
December 29, 2002:

2003 2002

(dollars in thousands)
Accounts payable to salvage providers .. ... $32,341  $26,369
Trade accountspayable . ............ ... ...l 3,424 1,820
Otherpayables ............... oo 240 467

§35.005_imes6

(14) Earnings per Share

There were no adjustments to net income to calculate diluted earnings per
share. The table below reconciles basic weighted shares outstanding to diluted
weighted average shares outstanding for the vears ended December 28, 2003,
December 29, 2002 and December 30, 2001.

2003 2002 2001
(in thousands}

Basic weighted average shares outstanding .............. 11,652 12,235 11940
Effect of dilutive securities - stock options . .............. 80 296 —
Diluted weighted average shares outstanding ............ 11,732 12,531 11,940

Options to purchase 1.1 million and 0.1 million shares of common stock
at an average price of $14.81 and $28.90 per share were outstanding during
the fiscal years ended December 28, 2003 and December 29, 2002, respectively,
but were not included in the Company’s diluted earnings per share because
the options’ exercise prices were greater than the average market price of the
Company’s shares. The Company incurred a net loss for the year ended
December 30, 2001; therefore, potential common stock issuances attributable
to stock options were excluded from the calculation of diluted earnings per
share amounts because the effect would have been anti-dilutive. The number
of shares used to calculate diluted per share amounts otherwise would have
been increased by 408,000 shares,

(15) Accumulated Postretirement Benefit Obligation

In connection with the acquisition of the capital stock of Underwriters
Salvage Company (USC), the Company assumed the obligation for certain
health care and death benefits for retired employees of USC. In accordance
with the provisions of SFAS No. 106, “Employers’ Accounting for
Postretirement Benefits Other than Pensions,” costs related to the benefits are
accrued over an emplovee's service life.

The accumulated post retirement benefit obligation was determined using
a discount rate of 6.75% at December 28, 2003, and Decemnber 29, 2002 and
7.0% at December 30, 2001 and an average health care cost trend rate of
approximately 8.5%, progressively decreasing to approximately 5.0% in the
year 2010 and thereafter. A one percentage point change in the assumed
health care cost trend rate would not have a material effect on the postretire-
ment benefit obligation or on the aggregate service cost and interest cost
components.
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A reconciliation of funded:status as of December 28, 2003 and December
29, 2002 follows:

Benefit Obligations and Funded Status 2003 2002
(dollars in thousands)

Change in accumulated postretirement benefit obligation
Accumulated postretirement benefit obligation

atthe beginning of theyear . ...................... e $1,506 81,562
INEETESt COSt . .o 95 103
Actuarial (gain) orloss . ... (69) (85)
Benefitspaid .. ... (100) (74)
Accumulated postretirement benefit obligation

attheendofthevear ... 1,432 1,506

Change in plan assets
Benefitspaid .. ... (100) (74)
Emplover contributions ............. .o 100 74

Fair value of assets at theend of thevear . ................... ... —_ —
Net amount recognized

Funded SAtUS . .. ..o (1,432)  (1,506)

Unrecognized net {(gain) orloss ... (1,166)  (1,230)

Net amount recognized ................... oo (2,598) (2,730
Amounts recognized in the statement of financial position

Accrued benefit liability ........ ... (2,598) (2,736
Weighted average assumptions at the end of the vear

DISCOUNLEAIE ...\t 6.25%  6.75%

Rate of compensation increase . ................. .. ... — —
Assumed health care cost trend rates

Health care cost trend rate assurmed for nextvear ............... 8.50% 9.00%
Glimate rate ... ... .. oo 5.00% 5.00%
Year that the ultimate rate is reached . ....................... 2010 2010

Net periodic pension cost'is summarized as follows for the fiscal years
2003, 2002, and 2001:

Net Periodic Pension Cost 2003 2002 2001
(dollars in thousands)
INMETESt COSE . .. oot e $ 95 $103 $ 75
Amortization of net (gain) orloss ...................... (133) (300 (7%
Total net periodic benefit cost . ......................... $ (38) § (27) $(100)

Effective January 20, 1994; the date of acquisition, the Company discon-
tinued future participation for: active employees.
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(16) Acquisitions

The Company acquired six salvage pools in fiscal 2003 All of these acqui-
sitions were accounted for using the purchase method of accounting, The
results of operations of the acquired businesses are included in the Company’s
condensed consolidated financial statements from the dates of acquisition. In
January 2003, the Company acquired Salvage Management Inc., an operator
of two auto salvage facilities in Buffalo and Rochester, New York. In April
2003, the Company acquired Wichita Insurance Pool, Inc., located in Wichita,
Kansas. In June 2003, the Company acquired Wilmington Salvage and
Disposal Company, Inc. located in Wilmington, North Carolina and the
Damaged Vehicle division of Manheim’s Orlando Orange County Auto
Auction, located in Orlando, Florida. All of these acquisitions leverage the
Company's existing regional coverage in those markets. In April 2003, the
Company also acquired Mountain States Salvage Pool, which is located in
Ogden, Utah. This acquisition represents penetration into a new market. The
total cost of adding these six new facilities was $7.9 million. The acquired net
assets consisted of accounts receivable, inventory, fixed assets, land, buildings,
goodwill and covenants not to compete. These new facilities contributed $6.4
million of revenues during fiscal 2003. The excess of the purchase price over
the fair market value of the net identifiable assets acquired of $4.2 million has
been recorded as goodwill. The entire goodwill balance relating to these
acquisitions will be deductible for tax purposes. In addition, the Company
recorded $0.9 million for covenants not to compete relating to these acquisi-
tions which will be amortized over a period of five to seven years, based upon
the agreements. As part of these acquisitions, the Company entered into leases
for the use of certain facilities. Future earnout payments related to these
acquisitions of $3.2 million may be paid out by the Company through 2006
depending upon meeting certain performance targets. Any future earnout
payments made related to these acquisitions will be accounted for as addi-
tional goodwill.



(17) Restructuring and Asset Impairment Charges

During 2001, the Company announced an organizational realignment
and recorded restructuring charges of $5.6 million. As part of this plan, the
Company recognized $2.0 million in employee termination benefits associ-
ated with a reduction in workforce along with $2.6 million related to the
abandonment of certain facilities. The $1.1 million balance includes
amounts related to repositioning the Company’s towing operations and other
restructuring charges.

The Company also recorded asset impairment charges of $2.4 million in
2001. This included the write-down of $1.4 million of unamortized leasehold
improvements. Also included was a $1.0 million write-off of amounts due
from the Company's now bankrupt insurance carrier for damages sustained
as a result of an airplane crash at the Company’s Sacramento, California
facility.

Changes in accrued liabilities related to the organizational realignment
are summarized below,

Workforce  Facility  Towing
Reduction  Closings  and Other  Total

(dollars in thousands)

Charges recorded in 2001 .............. .. §2000 $2577 $1117  $5647
Utilization in 2001 ..................... (1,879 (1016  (067) (3961
Accrued liabilities at December 30,2001 ... § 75 $1561 § 50 $ 1,686
Utilization in 2002 .................. ... 75 919) @) (1,001
Other ... ... ... .. ... ... . — — 21 21
Accrued liabilities at December 29,2002 .... § — § 642 §& 64§ 706
Utilization in2003 ..................... — (540) — (540)
Other ...t — —_ 36 36
Accrued liabilities at )

December 28, 2003 .............. $ — $102 $ 100 $ 202

(18) Subsequent Event (Unaudited)

In January 2004, the Company announced the opening of a new green-
field facility in Tucson, Arizona. This new 16-acre facility will provide needed
coverage in the southern part of the state and will leverage our existing
location in Phoenix. The new facility will also improve [AA's regional cover-
age, complementing other existing locations in southern California and
New Mexico.

(19) Quarterly Financial Data (Unaudited)
Summarized unaudited financial data for 2003 and 2002 are as follows:

First Second Third Fourth
Quarter Quarter Quarter Quarter
(dollars in thousands except per share amounts)
2003
Revenues ................... $56,040 °$53,338  $49,127  $51,145
Earnings (loss) .
from operations .......... 3,340 2,638 (514) (399)
Net earnings ................ 1,976 1,280 (594) (330)
Basic earnings (loss)
pershare ............ ... 16 A1 (.05) (.03)
Diluted earnings (loss)
pershare ... ... ... .. .. 16 11 (.05) (.03)
2002
Revenues ..................... § 69220 $ 59750 § 52736 § 52441
Earnings from operations ........ 2,843 2,773 1,075 735
Net eamings .. ................ 1,512 1,356 639 501
Basic earnings pershare . ........ 12 A1 05 04
Diluted earnings per share ....... 12 11 05 04

The sum of earnings per share for the four quarters of 2003 and 2002 does
not equal the full year amount due to rounding and the impact of changes in
the average shares outstanding,
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Indebendent Auditors’ Report

The Board of Directors and Shareholders
Insurance Auto Auctions, Inc.:

We have audited the coqsolidated financial statements of Insurance Auto Auctions, Inc. and subsidiaries, as listed in Item 15(a)1. These
consolidated financial statements are the responsibility of the Company’s management. Our responsibility is to express an opinion on these
consolidated financial statements based on our audits.

We conducted our audit$ in accordance with auditing standards generally accepted in the United States of America. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material misstatement. An
audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the financial position of
Insurance Auto Auctions, Inc. and subsidiaries as of December 28, 2003 and December 29, 2002 and the results of their operations and their
cash flows for each of the fiscal years in the three-year period ended December 28, 2003 in conformity with accounting principles generally
accepted in the United States of America.

As discussed in Note 2 to the consolidated financial statements, the Company changed its method of accounting for goodwill and other
intangibles in 2002.

KPMG LLP

Chicago, Illinois
March 25, 2004
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Corporate Information

TRANSFER AGENT & REGISTRAR
EquiServe Trust Company, N A.

P 0. Box 9187

Canton, MA 02021

Phone: 781-575-3400
www.EquiServe.com

ANNUAL MEETING

The Company’s Annual Meeting for shareholders will be held on
Wednesday, June 16, 2004 at 10:30 AM at the Wyndham Hotel
400 Park Boulevard, Itasca, Illinois 60143

STOCK LISTING
Nasdaq National Market
Symbol: IAAI

FORM 10-K

Shareholders may obtain without charge a copy of the Form 10-K
annual report to the Securities and Exchange Commission that
provides certain additional information. Address request to the
Corporate Secretary by mail or telephone to the corporate offices.
A copy may also be requested through the Internet.

Corporate Headquarters
850 E. Algonquin Road

Suite 100

Schaumburg, IL 60173
Phone: 847-839-3939
www.iaai.com

Specialty Salvage Division
850 E. Algonquin Road

Suite 100

Schaumburg, IL 60173

Phone: 847-839-4222

Safe Harbor Statement: This Report contains forward-locking statements that are subject to certain risks, trends and uncertainties that could cause actual results to differ mater-
ially from those projected, expressed, or implied by such forward-looking statements. In some cases, you can identifv forward looking statements by use of words such as “may, will,
should, anticipates, believes, expects, plans, future, intends, could, estimate, predict, projects, targeting, potential or contingent,” the negative of these terms or other similar expres-
sions. The Company’s actual results could differ materially from those discussed or implied herein. Factors that could cause or contribute to such differences include, but are not
limited to, those discussed in the Company’s annual report on Form 10-K for the fiscal vear ended December 28, 2003. You should not place undue reliance on any forward-looking
statements. Except as expressly required by the federal securities laws, the Company undertakes no obligation to publish, update or revise any forward-looking statements, whether
as a result of new information, future events, changed circumstances or any other reason.
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